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Renewed Recapitalized 


Ready for Growth 


VIRTUS 


Corporate Profile 


Virtus Energy Ltd. (“Virtus” or “the Company”), recapitalized in 2001, has added a new Management Team and 
Board of Directors with a mandate to build a solid, profitable, oil and gas exploration and production company. 
Virtus is based in Calgary, Alberta and is listed on the TSX under the symbol VEL. 


Notice of Annual and Special Meeting of Shareholders 
The Virtus Energy Ltd. Annual and Special Meeting will be held on Wednesday, June 12, 2002 in the R.G. Black 


Boardroom of McCarthy Tétrault LLP at 3300, 421 Seventh Avenue S W, Calgary, Alberta at 2:30 p.m. All 
shareholders are invited to attend to meet the new Management Team and Board of Directors. 
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Abbreviations Conversion of Units 

2-D two dimensional 1.0 acre = 0.40 hectares 
3-D three dimensional 2.5 acres = 1.0 hectare 
ARTC Alberta Royalty Tax Credit 1.0 bbl = 0.159 cubic meters 
API American Petroleum Institute 6.29 bbls = 1.0 cubic meter 
bbl barrel 1.0 feet = .3048 meters 
bbls/d barrels per day 3.281 feet = 1.0 meter 

bef billion cubic feet 1.0 mef = 28.2 cubic meters 
boe barrels of oil equivalent 0.035 mcf = 1.0 cubic meter 
boe/d barrels of oil equivalent per day 1.0 mile = 1.61 kilometers 
GJ gigajoule 0.62 miles = 1.0 kilometer 
km kilometer 1.0 MMBTU = 1.054 GJ 

mbb] thousand barrels 0.949 MMBTU = 1G] 

mboe thousand barrels of oil equivalent Natural gas is equated to oil on the 

mmboe million barrels of oil equivalent basis of 10 mcf = 1 boe 

mef thousand cubic feet 

mef/d thousand cubic feet per day 

mmef million cubic feet 

mmcef/d million cubic feet per day 

MMBTU million British Therma] Unit 

NGLs natural gas liquids 

WTI West Texas Intermediate 

TSX TSX Venture Exchange 


MESSAGE TO SHAREHOLDERS 


I am pleased to introduce a revitalized company to our shareholders. The new Virtus Management Team and 
Board of Directors have the right mix of talent, enthusiasm and experience to add significant value for 
shareholders. We are a dedicated group of individuals with a record of growing public oil and gas companies 
efficiently. With the proceeds from recent financings, the Company is positioned with the financial flexibility 
to achieve sustainable growth and profitability. We expect that the initiatives taken in late 2001 and early 2002 
will lead to the creation of a thriving, emerging oil and gas company. 


Highlights 


e Revitalized the Company with the addition of new Management and Board of Directors in the second 
half of 2001. 


e Renamed the Company to Virtus Energy Ltd. effective September 2001. 
e Closed a series of financings in 2001 which raised total proceeds of $3.6 million. 


e Acquired producing assets for $3.7 million in November 2001, beginning the process of creating a 
new foundation of solid cash flow. 


e Completed a private placement in March 2002 resulting in total proceeds of $3.0 million. 
e Disposed of two minor properties in the first quarter of 2002 for proceeds of $230,000. 


e Further strengthened the Management Team with the addition of key evaluation and engineering 
professionals. 


A Plan for Growth 


Our plan for growth is flexible and involves a combination of acquisition and drilling initiatives with the 
objective of achieving top quartile finding costs. Acquiring reserves in a lower price environment, developing 
them efficiently and selling at a higher price is a basic operating strategy. Finding and developing new reserves 
with the drill-bit in a cost effective manner is a second core operating strategy for the Company. Market 
conditions in early 2002, when combined with management’s experience and track record, suggest that both of 
these value-creation opportunities are available to Virtus. 


The consolidation among mid-sized and senior companies over the past 18 months had been widely expected 
to generate acquisition opportunities. The lower price environment experienced in the second half of 2001 
caused financial stress for many companies, resulting in the planned disposition of assets and farm-out of 
quality plays due to budget constraints. Consequently, this is an opportune time to start and grow a company in 
the oil and gas business - prospects are available and are more reasonably valued than in 2001. Virtus will be 
an active participant in identifying and pursuing quality acquisitions and drilling prospects. Although we 
anticipate many opportunities ahead, commodity prices, while showing signs of strength early in 2002, are 
difficult to predict and will contribute to the challenge of having buyers and sellers agree on valuations. 


Virtus will focus on drilling and acquisition opportunities which involve play-types and projects in geographic 
areas which are ‘user friendly’ and where the management group has a competitive advantage. Our competitive 
advantage will come from our geographical, operational and technical experience as well as our ability to 
manage project risk. 


Prudent risk management decisions will be key to the success of the Company in its formative stage of 
development. Acquisition opportunities and drilling projects will compete for the Company’s capital resources 
on an ongoing basis with the objective of maximizing returns per dollar invested. Virtus will allocate the 
significant majority of its exploration and development capital to medium-risk development projects with the 
balance reserved for exploration opportunities where we hold a competitive advantage. Our immediate growth 
projects will target medium to light oil with the broader objective of achieving a balance between crude oil and 
natural gas reserves and production by year end 2002. 


Initial Cash Flow from Acquisition 


Virtus closed an acquisition of producing properties at Veteran, Alberta and Battle Creek, Saskatchewan in 
November 2001 which now provide an initial cash flow base for the Company. The 100 percent interest 
Veteran oil property is currently Virtus’s largest producing asset and offers low to medium risk, light oil 
development opportunities. This property provides the Company with an operated infrastructure from which to 
explore and develop additional reserves through farm-ins and step-out drilling. In December of 2001, the 
Company drilled two net wells at Veteran, resulting in one oil well and one abandoned well. Production from 
the successful well commenced in January of 2002. Virtus has 3-D seismic coverage over a portion of its lands 
and has identified further drilling opportunities to pursue. An additional 3-D seismic program will commence 
in 2002 to evaluate adjacent 100% lands. 


The Company has a number of non-core properties, such as the Golden Spike gas property, which will be 
traded or sold in order to focus on areas that we believe have greater economic potential and are in more ‘user 
friendly’ areas. Virtus will continually monitor its asset base with the objective of rationalizing assets that do 
not fit longer term growth plans. 


Outlook 


Much has been accomplished in the last seven months towards establishing a foundation that will support the 
Company’s growth objectives. The operational and financial information in this Annual Report, while mostly 
historical in nature, is considered by management to be the starting point for evaluating the future performance 
of the Company. Going forward the Management Team and Board of Directors are focused on per share 
earnings and cash flow growth while maintaining a strong balance sheet. We are a group of individuals who 
have experienced many commodity cycles and know that price fluctuations provide opportunities. We want to 
take advantage of these opportunities and believe we have the plan, the know-how, the contacts, and the 
motivation — the same motivation as our shareholders — to make things happen. 


We would like to thank our shareholders for their patience and welcome our new investors as we build a new, 
energized company. I look forward to reporting on our accomplishments as we implement our growth strategy. 


Peter A. Carwardine 
President and Chief Executive Officer 


May 6, 2002 


MANAGEMENT TEAM AND BOARD OF DIRECTORS 


In 2001 the Company was revitalized with the appointment of a new management team and Board of Directors. 
A summary of the professional and business experience of these individuals is outlined below. 


Senior Management Team 
Peter A. Carwardine - President, Chief Executive Officer and Director 


Mr. Carwardine is the President, Chief Executive Officer and a Director of the Company. Mr. Carwardine has 
over twenty years of oil and gas operational, business and management experience in Western Canada. From 
1979 until 1985 Mr. Carwardine was employed in various land management roles for senior oil and gas 
producers listed on the Toronto Stock Exchange (“TSE”) and New York Stock Exchange (“NYSE”). Since 
1985, Mr. Carwardine was employed in senior roles with predecessor companies to Encal Energy Ltd., a 
company listed on both the TSE and NYSE. Mr. Carwardine held the roles of Land Manager, Vice President, 
Land and Corporate Development and most recently Vice President, Eastern Business Unit with overall 
responsibility for production of 25,000 boe/d. Encal Energy Ltd. was sold to a U.S. based power generation 
company in 2001. Mr. Carwardine joined Virtus in January 2002, is a member of the Canadian and American 
Associations of Petroleum Landmen and has a Bachelor of Business Administration Degree from the 
University of Texas. 


Randy E. Maksymowich — Chief Operating Officer and Director 


Mr. Maksymowich is the President, Chief Operating Officer and a Director of the Company. Mr. 
Maksymowich is a geologist with over fifteen years of exploration, development and management experience 
in Western Canada. From April 1993 to May 1995, Mr. Maksymowich was the Vice-President, Exploration 
and a Director of Interaction Resources Ltd. (“Interaction”), a public oil and gas company listed on the TSE. 
From May 1995 to April 2000, he was the President, Chief Executive Officer and a Director of Interaction. 
Prior to joining Interaction in 1993, Mr. Maksymowich worked as a senior geologist for Petro-Canada in both 
technical and management positions. Mr. Maksymowich has a Bachelor of Science Degree from the 
University of Calgary and is a Professional Geologist in Alberta. 


Brian P. Kohlhammer - Vice President, Finance and Chief Financial Officer 


Mr. Kohlhammer is an accountant with over fifteen years of experience in the oil and gas industry, varying 
from small to large corporations. Mr. Kohlhammer worked with Husky Oil Ltd. from 1990 to 1997 in the 
capacity of Coordinator, Corporate Planning. In 1997, Mr. Kohlhammer joined Renata Resources Inc., a TSE 
listed Company as Assistant Controller and was appointed Vice President, Finance and Chief Financial Officer 
in March 2000 prior to it being sold to Rio Alto Exploration Ltd. From September, 2000 to April, 2001, Mr. 
Kohlhammer was Vice President, Finance at Patchgear.com and most recently has been consulting in the oil 
and gas industry. Mr. Kohlhammer is responsible for accounting and financial reporting and tax and budget 
planning. Mr. Kohlhammer graduated from the University of Saskatchewan in 1985 and received his 
Chartered Accountant designation in 1990. 


Independent Directors 
Owen C. Pinnell - Chairman and Director 


Mr. Pinnell is the Managing Partner of /3 Capital Partners Inc., an investment management company. Prior 
thereto, Mr. Pinnell was the founder and President and Chief Executive Officer of Anadime Corporation, an 
oilfield service company listed on the Canadian Venture Exchange. Prior to founding Anadime Corporation in 
1992, Mr. Pinnell was President and Chief Executive Officer of Newalta Corporation. 


Newalta Corporation, an environmental service company listed on the TSE, was founded by Mr. Pinnell in 
1982. Prior to this period, Mr. Pinnell spent ten years in various technical and project management positions 
internationally in France, England, Zambia, the Canadian Arctic and New Zealand. Mr. Pinnell is a 
Professional Engineer registered in Alberta and British Columbia, and received his engineering education at the 
Auckland Technical Institute in New Zealand. Mr. Pinnell also holds a Certificate in Business Strategy from 
the Massachusetts Institute of Technology. 


J. Ronald Woods - Director 


Mr. Woods is currently the President of Rowood Capital Corp., a private holding and consulting company, and 
serves on the board of directors of several mid-sized Canadian public companies. From June 1996 to 
November 2000, Mr. Woods was Vice President of Jascan Resources Ltd. where he was responsible for 
investment and acquisitions. From 1987 to 1996, Mr. Woods was Vice President with Conwest Exploration 
Company Limited, a public company listed on the TSE involved in the oil and gas industry. Mr. Woods is a 
past member of the Listing Committee, Market Access Committee and the Board of Governors for the TSE. 
Mr. Woods has extensive investment, research and regulatory experience related to the Canadian capital 
markets. Mr. Woods has a Bachelor of Commerce Degree from the University of Toronto and is a Certified 
Financial Analyst (CFA). 


James A. Kalman - Director 


Mr. Kalman is an oil and gas executive with over twenty years of experience in the oil and gas industry. Since 
retiring from Conwest Exploration Company Limited (“Conwest’) in 1994, he has been managing investments, 
serving on the board of directors of several oil and gas companies, including Interaction Resources Ltd. (TSE), 
Paragon Petroleum Ltd. (TSE), and Otatco Inc. (TSE) and consulting to the energy industry. Mr. Kalman was 
the Executive Vice-President in charge of the oil and gas operations of Conwest from 1982 to 1994. Mr. 
Kalman has a Bachelor of Science degree and a Master of Science degree in Geophysics from the University of 
Toronto, as well as an MBA from the University of Western Ontario. 


Keith E. Macdonald - Director 


Mr. Macdonald is currently the President of Bamako Investment Management Ltd., a private holding and 
consulting company, and serves on the board of directors of several 011 and gas companies, including Nu-Sky 
Energy Inc. (CDNX) and Energy Explorer Inc. Mr. Macdonald is the immediate past Chairman and a Director 
of the Small Explorers and Producers of Canada (SEPAC), as well as being a past member of the Alberta 
Energy & Utilities Board Advisory Board and a past Director of the Petroleum Communication Foundation. 
Mr. Macdonald was a founder and the President of New Cache Petroleums Ltd. (“New Cache’), a public oil 
and gas company listed on the TSE, from 1987 until its amalgamation in 1994 and thereafter he was a Director 
and the Chief Financial Officer of New Cache until it was sold in January 1999. Mr. Macdonald has a 
Bachelor of Commerce degree from the University of Calgary and is a Chartered Accountant. 


Ross O. Drysdale — Corporate Secretary 


Ross O. Drysdale is the Corporate Secretary of the Corporation. Mr. Drysdale is a lawyer and partner in the 
law firm of McCarthy Tétrault LLP in Calgary, Alberta. Mr. Drysdale has over twenty-eight years of 
experience in the legal profession and specializes in corporate and business law with a particular focus on 
public companies. Mr. Drysdale is a graduate of Mount Allison University (B.A.) and the University of New 
Brunswick (LL.B.). Mr. Drysdale was admitted to the New Brunswick bar in 1973 and the Alberta bar in 
1978. Prior to moving to private practice in 1985, Mr. Drysdale spent over eight years working as legal 
counsel for two major oil and gas companies in Calgary. Mr. Drysdale is a director and officer of a number of 
private and public companies. 


PROPERTY REVIEW 


A key component of the reorganization process for Virtus involved establishing a base level of cash flow from 
which to grow. This was accomplished through the acquisition of oil and gas properties at Veteran, Alberta 
and Battle Creek, Saskatchewan in November 2001. 


Principal Oil and Gas Properties 


The following is a description of the Company’s principal oil and gas properties. The term “working interest” 
when used to describe the Company’s share of production means the total of the Company’s working interest 
share of production before the deduction of royalties. Reserve amounts are stated as at January 1, 2002, for the 
Company’s working interest before the deduction of royalties, based on escalated cost and price assumptions as 
evaluated in the Reliance Engineering Group Ltd. Report (“Reliance Report’). For defined terms with respect 
to reserves, please see the section entitled ““Oil and Gas Reserves” hereunder. 


Veteran, Alberta 


The Company owns a 100% working interest in ten wells (eight (8) are producing oil, one (1) is a suspended 
oil well and one (1) is a disposal well) located northeast of Calgary, Alberta in the Veteran/Provost field. 
Proved reserves of 341,850 bbls of 34° API oil have been assigned to the Company based on the Reliance 
Report. No probable additional reserves have been assigned at Veteran. The Company has a 100% working 
interest in, 2.75 sections (1,760 acres) of land in the Veteran area. The productive lands have been covered 
with a one square mile 3-D seismic program that was shot in 2000. Management has identified additional 
drilling locations on lands covered by the 3-D program and has identified additional prospects on adjacent 
lands that will be further investigated with a new 3-D seismic program planned for 2002. 


Battle Creek, Saskatchewan 


The Company owns a 15.5% working interest in ten wells (seven (7) are producing oil, one (1) is a suspended 
gas well, one (1) is a producing fuel gas well and one (1) is a disposal well), in the Battle Creek field of 
southwest Saskatchewan. Proved reserves of 56,201 bbls of 24° API oil and 142,148 mcf of natural gas have 
been assigned to the Company based on the Reliance Report. Probable additional reserves of 125,550 mef of 
natural gas have been assigned to the property. The Company has a 15.5% working interest in 3 sections (1,920 
acres) of land in the Battle Creek area. The productive lands have been covered with a two square mile 3-D 
seismic program. Management has identified additional infill drilling locations on lands covered by the 3-D 
program. 


Golden Spike, Alberta 


The Company owns various working interests ranging from royalty interests to a 100% working interest in one 
(1) producing and four (4) suspended natural gas wells located 10 km west of Edmonton, Alberta in the vicinity 
of the Golden Spike field. Proved reserves of 490,607 mcf of natural gas and 42,429 bbls of oil and NGLs 
have been assigned to the Company based on the Reliance Report. Probable additional reserves of 220,146 
mcf of natural gas and 31,835 bbls of oil and NGLs have been assigned at Golden Spike. The Company has an 
interest in 16.75 sections (10,720 acres) of land in the Golden Spike area. 


Miscellaneous 


At December 31, 2001 the Company owns miscellaneous working interests ranging from a royalty interest to a 
95% working interest in the following areas of Alberta: Bashaw, Berry, Birch Lake, Capron, Cynthia, Dinant, 
Enchant, Harmattan, Holmberg, Jenner, Plain, Ronalane and Skiff; which when combined account for less than 
10% of the Company’s proved reserves. Proved reserves of 282,947 mcf and 17,576 bbls of oil and NGLs and 
probable additional reserves of 500,173 mef of natural gas have been assigned to the Company in these areas 
based on the Reliance Report. 


OPERATING INFORMATION 
Acreage 


The following table provides information about the developed and undeveloped acreage owned by Virtus as of 
December 31, 2001. 


Developed Lands 
(acres) 2001 2000 
Average Average 
Gross Net Interest Gross Net Interest 
Alberta 28,305 6,447 22-176 25,526 Sy ee) 23.0% 
Saskatchewan 240 37 15.4% - - - 
British Columbia 643 80 12.4% 643 80 12.4% 
Total 29,238 6,564 22.5% 26,169 3,939 22.7% 
Undeveloped Lands 
(acres) 2001 2000 
Average Average 
Gross Net Interest Gross Net Interest 
Alberta 26,004 12,416 47.7% 26,001 10,880 41.8% 
Saskatchewan 1,691 262 15.5% - - - 
Total 27,695) 1236s 45.8% 26,001 10,880 41.8% 


Drilling Activity 


The number of gross and net wells drilled in 2001 are shown below. Both wells were drilled at Veteran, 
Alberta. No wells were drilled in 2000. 


Development Total 
2001 Gross Net Gross Net 
Oil 1.0 1.0 1.0 1.0 
Dry and abandoned 1.0 1.0 1.0 1.0 
Total Wells 2.0 2.0 2.0 2.0 
Success rate (%) 50% 50% 
Average working interest (%) 100% 100% 


Oil and Gas Reserves 


Reliance Engineering Group Ltd., independent oil and gas reservoir engineers, prepared a report evaluating the 
crude oil and natural gas reserves as of January 1, 2002. In connection with their review, Virtus provided 
Reliance with land data, well information, geological information, reservoir studies, estimates of on-stream 
dates, contract information, current hydrocarbon product prices, operating cost data, capital budget forecasts, 
financial and future operating plans. Reliance also obtained other engineering, geological or economic data 
from public records, other operators and their non-confidential files. 


Reserves Reconciliation 


December 31, 1999 
Additions/Revisions 
Production 
December 31, 2000 
Acquisitions 
Additions 
Revisions 
Production 


December 31, 2001 


Oil and Gas Reserves 


December 31, 2001 


Proved developed 
Producing 
Non-producing 

Proved undeveloped 

Proved 

Probable 


Total proved and probable 


Pricing Assumptions 


2002 
2003 
2004 
2005 
2006 
2007 * 


Oil and NGLs (bbls) 

Proved Probable Total 
190,879 241,170 432,049 
(66,589) 3,326 (63,263) 
(10,087) - (10,087) 
114,203 244,496 358,699 
364,000 197,500 561,500 

35,937 - 53,950 
(40,918) (410,161) (451,079) 
(15,166) - (15,166) 
458,056 31,835 489,891 

Reserves 


(before royalties) 


Oil and NGLs 
(bbls) 


307,203 
cs Ua 
119,740 
458,056 
31,835 


489.891 


Natural gas 


(mef) 


398,888 
516,814 


O15, 702 
845,869 


1,761,571 


WTI at Cushing, 
Oklahoma 
(US$/bbl) 

19.50 
20.00 
21.00 
21.50 
22.00 
22.50 


*Prices escalated at 1.5 percent per year thereafter. 


Proved 
2,474,802 
(1,053,955) 
(105,191) 
1,315,656 

107,800 


(405,482) 
(102,272) 


B15,702 


Natural gas (mcf) 


Probable 
2,817,935 
39,202 


2,00 7.bon, 
215,700 


(2,226,968) 


845,869 


Total 
5,292,/37 
(1,014,753) 

(105,191) 
4,172,793 
323,500 


(2,632,450) 
(102,272) 


1,761,571 


Present worth of reserves 


0% 


3,465 
V22 
1,481 
6,468 
2,536 


9,004 


Light oil at 

Edmonton 

(Cdn$/bbl) 
30.40 
30.80 
32.15 
32.90 
33.70 
34.50 


discounted at 


10% 15% 
(Cdn$ thousands) 
2,667 2,402 
958 794 
1,104 970 
4,729 4,166 
1,648 1,368 
6377 5,534 
Medium oil 
25 API at Alberta Spot 
Hardisty gas price 
(Cdn$/bbl) — (Cdn$/mef) 
19.65 4.20 
21.80 4.35 
24.15 4.45 
26.90 4.50 
27.70 4.55 
28.50 4.60 


Reserve Life Index 


The reserve life index of Virtus has been calculated by annualizing December 2001 production volume due to 
the acquisition of oil and gas properties in November 2001. The reserve life index of the Company, on a boe 
basis, using a constant production profile is 7.0 years for proved reserves and 7.8 using proved plus /2 probable 
reserves. 


Dec. 2001 Production Proved Proved plus 2 Probable 
Oil and NGLs (bbls/d) roy, 6.4 6.6 
Natural gas (mcf/d) ji 14.3 21.0 
Oil equivalent (boe/d) 214 7.0 7.8 


Investment Efficiency 


Virtus’s capital expenditure program for 2001 totalled $4,511,916 and included the acquisition of oil and 
properties at Veteran, Alberta and Battle Creek, Saskatchewan for $3,669,385. Negative revisions to proven 
and probable reserves of natural gas had a significant impact on the Company’s finding and development costs. 
The efficiency of the Company’s capital program for 2001 is summarized as follows: 


Proved Proved plus 2 Probable 
Finding and development ($/boe) eo ce 
Acquisitions ($/boe) 9.19 7.58 
Finding, development and acquisitions ($/boe) 13.70 36.88 


CORPORATE GOVERNANCE 


The Board of Directors of the Company encourages sound corporate governance practices designed to facilitate 
the well being and on-going development of the Company, having always as its ultimate objective the best 
long-term interests of the Company and the enhancement of value for all shareholders. The Board also 
believes that sound corporate governance benefits the Company’s employees and the communities in which the 
Company operates. The following is a discussion of the Company’s philosophies and procedures in the area of 
corporate governance. 


Responsibilities of the Board of Directors 


The role of the Board of Directors is to oversee the management of the Company’s business and to monitor and 
assess management’s conduct and performance. The Board’s responsibilities as part of their overall 
“stewardship” include: 


a. The strategic planning process; 


b. Understanding of the principal risks of the business and establishing appropriate systems to 
manage such risks; 


Ct Succession planning, including appointing, training and monitoring senior management; 

d. The public communication policies and their implementation; and 

é; The scope, implementation and integrity of the Company’s internal information, audit and control 
systems. 


The Board expects management to be responsible for the day to day operations of the Company. Management 
is also expected to fully inform the Board on the business and affairs of the Company. The Board considers 
certain decisions to be sufficiently important that management should seek prior approval of the Board. Such 
decisions are: 


a. The approval of the annual capital and operating budget and any material changes to this budget; 


b. The acquisition or sale of significant oil and natural gas properties including significant 
commitments with industry partners; 


on Equity and debt financing; 

rus Changes in management; and 

€: Significant changes in corporate policies, goals or objectives. 
Meetings 


The Board of Directors of the Company meets at least once in each quarter, with additional meetings held 
when necessary. Meeting frequency and agenda items may change, depending on the opportunities or risks 
undertaken by the Company. 
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Composition of the Board of Directors 


The Company’s Board of Directors is comprised of six members, four of which are independent directors and 
two of which are members of senior management. Peter A. Carwardine and Randy E. Maksymowich are 
senior officers of the Company. The balance of the directors are defined as “unrelated” and independent of 
management. 


Comnmnittees of the Board of Directors 


The Board discharges its responsibilities both directly and through its committees. The committees are as 
follows: 


hy The Audit and Reserves Committee is comprised of three directors. The current members are Owen C. 
Pinnell, Chairman, James A. Kalman and Keith E. Macdonald. This committee is responsible for 
reviewing the Company’s financial reporting procedures, internal controls, the performance of the 
Company’s auditors and reviewing the reserve evaluations prepared by the Company’s independent 
engineering consultants. The committee is also responsible for reviewing quarterly and annual 
financial statements prior to their approval by the full Board. 


o The Compensation Committee is comprised of three directors. The members are Keith E. Macdonald, 
Chairman, J. Ronald Woods and Peter A. Carwardine. This committee is responsible for setting 
compensation paid to executive officers and establishing and reviewing incentive plans. 


3. The Environmental and Safety Committee is comprised of three directors. The members are James A. 


Kalman, Chairman, J. Ronald Woods and Randy E. Maksymowich. This committee is responsible for 
reporting to the Board on all matters relating to safety and environmental issues. 
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MANAGEMENT'S DISCUSSION AND ANALYSIS 

The following discussion and analysis should be read in connection with the audited financial statements and 
the accompanying notes appearing elsewhere in this Annual Report. 

Liquidity and Capital Resources 

Incremental Capital Resources 

On March 19, 2002 the Company closed a $3,000,000 private placement offering by issuing 7,500,000 


common shares at a price of $.40 per share. Proceeds of the offering were used to pay down bank debt 
providing the Company the financial flexibility to pursue acquisition and drilling opportunities. 


Funding 


In 2001, Virtus’s sources of cash totalled $4,417,051 versus cash uses of $5,217,051. Consequently, bank debt 
was increased by $800,000 in 2001 versus a $550,000 repayment of bank debt in 2000. 


Sources 2001 2000 

Cash flow from operations $ = fg 2On Too 
Issue of shares, net of issue costs 3,362,374 142,806 
Working capital 1,054,677 - 
Proceeds from disposition of capital assets - 1,075,000 


$ 4,417,051 $ 1,483,601 


Uses 
Cash flow from operations $ 335,568 §$ - 
Additions to capital assets 4,511,916 93,249 
Site restoration and reclamation 8,282 355 
Working capital - 839,997 
Issue of other receivables 361,285 - 
§-217,.051 933,601 
Increase(decrease) in bank debt 3 $ 800,000 $ (550,000) 
Bank Debt 


At December 31, 2001, the Company has a credit facility with National Bank of Canada of $1,850,000 bearing 
interest at the rate of prime plus 1%. This facility is secured by a $7,500,000 debenture and a floating charge 
over all assets. At December 31, 2001 Virtus had outstanding bank debt of $1,450,000 and a working capital 
deficit of $417,361. Proceeds of the equity offering, which closed in March 2002, were used to repay the 
outstanding bank debt. 


Throughout most of 2001, the Company was operating under a Bank Forebearance Agreement. As a result of 
the reorganization of Virtus, the previous lender was repaid and the Forebearance Agreement cancelled. 


The Company recognizes the importance of maintaining a strong balance sheet and strives to maintain a bank 
debt to forward cash flow ratio of 1.5 to 1.0 or lower. 
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Share Capital 


On August 23, 2001 at the Annual General and Special Shareholders meeting, the shareholders of the 
Company approved a one-for-four common share consolidation resulting in the reduction of 17,078,488 
common shares. 


On May 9, 2001 former officers exercised options to purchase 1,650,000 (412,500 post consolidation) common 
shares at $0.10 ($0.40 post consolidation) per share for proceeds total of $165,000. 


On June 15, 2001 the Company completed a private placement of 3,750,000 (937,500 post consolidation) 
common shares at $0.10 ($0.40 post consolidation) per share for gross proceeds of $375,000. 


On September 28, 2001 the Company closed a private placement of 2,946,936 common shares at $0.30 per 
share for total proceeds of $884,081. 


In the fourth quarter of 2001, the Company issued 2,025,500 common shares at $0.40 per share for gross 
proceeds of $810,200 and 2,820,000 flow-through common shares at $0.50 per share for gross proceeds of 
$1,410,000. 


At December 31, 2001, Virtus’s share capital was $7,507,357 and there were 13,485,268 common shares 
outstanding. 


Financial Review and Analysis 
Production 


Average production for the year was 70 boe per day compared to 57 boe per day in 2000 representing an 
increase of 23 percent. This increase was primarily due to increased NGLs production of 10 barrels per day in 
2001 versus 2 barrels per day in 2000. The increase in natural gas liquids production was due to greater 
production of natural gas containing a higher content of liquids than in the previous year. Oil production 
averaged 32 barrels per day compared to 26 barrels per day in the previous year. The increase in oil production 
was primarily due to the acquisition of oil properties in November of 2001. The exit production rate for the 
Company in 2001 was 214 boe per day. 


2001 2000 
Oil (bbl/d) 32 26 
Natural gas (mcef/d) 280 287 
NGLs (bbl/d) 10 2 
Total (boe/d) 70 =i 


Realized Prices 


In 2001 oil sales prices averaged $27.41 per barrel compared to $38.49 per barrel in 2000. The Company's oil 
production varies in quality between medium and light. Natural gas prices averaged $5.48 per mcf in 2001 
compared to $4.62 in 2000. Natural gas liquids prices were $22.19 per barrel in 2001. Overall, Virtus received 
$38.27 per boe for 2001 production, which was 11 percent lower than the $43.10 achieved in the previous year. 


2001 2000 
Oil ($/bbl) $ 27.41 $ 38.49 
Natural gas ($/mcf) 5.48 4.62 
NGLs ($/bbl) 22.19 26.17 
Average ($/boe) $ 38.20 $ 43.10 


Ni 


Revenue 


In 2001, revenue from petroleum and natural gas sales was $971,842 compared to $888,152 in 2000 
representing an increase of 10%. The increase in revenue was due to a 23 percent increase in production 
volumes and higher realized natural gas prices. 


2001 2000 

Oil $ 311,596 $ 357,143 
Natural gas 560,864 485,657 
NGLs 84,335 2B 
Royalty and other 15,047 24,179 
$ 971,842 $ 888,452 


Royalties, net of ARTC 


Total royalties, after the Alberta Royalty Tax Credit, increased 17 percent to $108,855 from $93,048 in 2000. 
The increase was due to increased revenue and higher government royalty rates as a result of higher realized 


prices. The overall royalty rate for 2001 was 11.2 percent of sales as compared to 10.5 percent of sales in 
2000. 


2001 2000 

Overriding royalties $ 64,788 $ 26,538 
Freehold royalties 23,619 24.032 
Crown royalties 21,546 38,334 
Alberta Royalty Tax Credit (1,098) 1,144 
$ 108,855 $ 93,048 


Production Expenses 


Production expenses were $373,414 for the year, up 67% from $223,055 in the previous year. The increase in 
operating costs is primarily due to the disposition of lower operating cost production in 2000 compared to the 
operating costs of production brought on-stream in 2001. Operating expenses were $14.71 per boe in 2001, an 
increase of 36 percent, compared to $10.82 per boe in 2000. 


Operating Netbacks 


Operating netbacks for 2001 on a boe basis were $19.28 compared to $27.77 in the previous year. The 


decrease is primarily due to lower realized prices of $4.83 per boe year over year and higher operating costs of 
$3.89 per boe year over year. 


2001 2000 
Average realized price ($/boe) $ 38.27 $ 43.10 
Royalties net of ARTC ($/boe) (4.28) (4.51) 
Production expense ($/boe) (14.71) (10.82) 
Operating netback ($/boe) $ 19.28 $ 2t id 
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General and Administrative Expenses 


General and administrative expenses for 2001 were $623,904 compared to $290,327 in 2000. The increase of 
115% in general and administrative expenses in 2001 is a result of a previous management group being in 
place for the entire year with further changes to management and staff being made in the third quarter of 2001 
to organize and position the Company for growth in the future. The Company has a policy of not capitalizing 
general and administrative expenses. During the year, an additional $113,707 of one-time costs were incurred 
as part of reorganizing and re-capitalizing the Company. These costs primarily represent professional fees, 
severance and consulting costs directly related to the reorganization. 


Financing Charges 


Financing charges on bank debt were $66,677 in 2001 compared to $249,899 in 2000. The decrease in 
financing costs is a result of lower debt levels and the repayment of $2,510,000 convertible debentures plus 
accrued interest late in 2000 by the issuance of common shares. Included in financing charges is $13,125 
relating to interest charges associated with the flow-through share issue closed in 2000. The effective interest 
rate on bank debt in 2001 was 7.4%. 


Depletion and Depreciation 


Depletion and depreciation increased to $2,454,549 for the year compared to $384,000 in 2000. The current 
year includes a ceiling test write-down of $2,000,000. The increase in depletion and depreciation, excluding 
the ceiling test write-down, is due to higher production and a higher depletion rate per unit-of-production. The 
depletion and depreciation rate per boe for 2001 was $17.90 per boe, including a provision for site restoration 
and reclamation costs of $.69 per boe, compared to $13.87 per boe in 2000. 


Virtus performs a ceiling test calculation, whereby the book value of capital assets is compared to an estimate 
of future net revenues from the production of proved reserves, based on period end constant prices and costs. 
Future net revenues are reduced by general and administrative expenses, financing costs, site restorations costs 
and income taxes. Any shortfall, considered to be a permanent impairment, by which the ceiling test 
calculation is less than the book value of capitalized assets, is charged against income in the current year. 
Using realized prices at the end of the year, the Company incurred a ceiling test write-down of $2,000,000 in 
2001, primarily as a result of lower commodity prices compared to the previous year. 


Loss on Sale of Investments 


During the year, the Company incurred a loss of $31,831 on the sale of marketable securities. The Company 
had disposed of all its marketable securities by the end of the year. 


Taxes 


The Company did not incur any cash taxes in 2001. The provision for future income taxes is a recovery of 
$1,058,970 due to the significant loss incurred in 2001 compared to a recovery of taxes of $172,000 in 2000. 
This recovery has resulted in a future income tax asset of $945,000 as the tax basis is greater than the carrying 
value of the assets and liabilities on the balance sheet. The tax deductions available to the Company, as of 
December 31, 2001, to reduce taxable income in future years are estimated to be as follows: 
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Rate of 


Amount Claim 

Canadian oil and gas property expense $ 2,699,000 ~ 10% 
Canadian development expense 418,000 30% 
Canadian exploration expense 1,241,000 100% 
Undepreciated production equipment 1,870,000 25% 
Undepreciated office equipment 154,000 Various 
Share issue costs 266,000 20% 
Non-capital loss carry forwards 638,000 100% 
Attributed Canadian royalty income 102,000 

$ 7,388,000 


Based on the available tax deductions, forecast results of operations and capital expenditures, Virtus does not 
anticipate incurring any significant current income taxes in 2002. 


Net Income (Loss) 


The net loss for 2001 increased to $1,731,147 compared with $198,780 in 2000. The increase in the net loss is 
primarily due to the ceiling test write-down incurred in 2001. Net loss per share for 2001 was $0.28 compared 
to $.16 per share in the prior year. 


Cash Flow from Operations 


Cash flow from operations in 2001 was ($335,568) or ($0.05) per share compared to $265,795 or $0.22 per 
share in the previous year. The decrease in cash flow from operations is primarily due to increased general and 
administrative and expenses and costs of the reorganization. 


Capital Expenditures 
In 2001 the Company incurred total capital expenditures of $4,511,916, of which 81 percent represented the 


acquisition of producing oil properties in November 2001. The Company’s capital expenditures for 2001 and 
2000 are summarized in the table below. 


2001 2000 

Land $ 154,393 $ VAL 
Geological and geophysical 167,760 3,066 
Drilling and completions 377,87) 56,680 
Production equipment 109,063 10,998 
Acquisition of properties and equipment 3,669,385 - 
Office furniture and equipment 33,444 210 
dS 8455112916 $ 93,249 


Common Shares Outstanding 
On a post consolidation weighted average basis, 6,292,637 common shares were outstanding in 2001 compared 


to 1,214,688 in 2000. The increase reflects the private placement and public financings undertaken to 
recapitalize the Company. 
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At December 31, 2001, 13,485,268 common shares were outstanding compared to 4,342,830 common shares, 
post consolidation, at the end of the previous year. At December 31, 2001, 718,750 common shares or 5.3% 
were reserved for stock options at $0.40 per share. The Company also had 597,788 common share purchase 


warrants outstanding at December 31, 2001 at an exercise price of $0.40 per share. 


Net Asset Value 


The net asset value of the Company at December 31, 2001, using various discount rates is as follows: 


December 31, 2001 


Discount rate $ 10% 
Established (proved + 2 probable) reserves 5,553,000 
Undeveloped land and seismic 300,000 
Long-term debt and working capital (17975361) 
Future tax deductions 1,050,000 
Proceeds from options and share purchase warrants 526,615 
Net asset value $ 5°672.254 
Fully diluted shares 14,801,086 
Net asset value per share $0.38 


$ 


$ 


15% 
4,849,500 
300,000 

(1,757,361) 
840,000 
526,615 


4,758,754 


$0.32 


(1) The Company had approximately $7,388,000 in available future tax deductions as at December 31, 2001. 


Business Risks 


Crude oil and natural gas exploration, development and production involve a number of business risks, some of 


14,801,086 


which are beyond the Company’s control. These can be categorized as operational, financial and regulatory 


risks. 


Operational risks include finding and developing reserves economically, marketing production, hiring and 
retaining skilled employees and contractors and conducting operations in a cost effective and safe manner. The 
Company continuously monitors and responds to changes in these factors and adheres to all regulations 
governing its operations. Insurance is also maintained at levels consistent with prudent industry practices to 


minimize risks. 


Financial risks include commodity prices, interest rates and the Canadian/United States exchange rate, all of 


which are beyond the Company’s control. The Company sells all of its production on the spot market and does 


not currently have a hedge program in place. 


FINANCIAL STATEMENTS 
Management's Report 


The accompanying financial statements of Virtus Energy Ltd. and all information in this Annual Report are the 
responsibility of management and have been approved by the Board of Directors. 


The financial statements have been prepared by management in accordance with accounting principles 
generally accepted in Canada and within the framework of the Company's significant accounting policies as 
described in the notes to the financial statements. The financial statements reflect management's best estimates 
and judgements based on currently available information within reasonable limits of materiality. 


Financial information presented throughout the Annual Report has been prepared and reviewed by 
management to ensure it is consistent with that shown in the financial statements. 


Management is responsible for the integrity of the financial statements. Management maintains appropriate 
systems of internal control to provide reasonable assurance that transactions are appropriately authorized, 
assets are safeguarded and financial records are properly maintained to provide reliable financial information 
for the preparation of financial statements. 


Independent auditors are appointed by the shareholders of the Company to perform an examination of the 
corporate and accounting records so as to express an opinion on the financial statements. Their examination 
included a review and evaluation of the system of internal controls and included such tests and other 
procedures, as they considered necessary, to provide reasonable assurance that the financial statements are 
presented fairly. 


The Board of Directors is responsible for ensuring that management fulfills its responsibilities for financial 
reporting and is ultimately responsible for reviewing and approving the financial statements. The Board carries 
out this responsibility through its Audit Committee. The Audit Committee meets with management and the 
independent auditors to satisfy itself that management's responsibilities are properly discharged, to review the 
financial statements and recommend the financial statements be presented to the Board of Directors for 
approval. 


The financial statements, including the notes to the financial statements, have been approved by the Board of 
Directors on the recommendation of the Audit Committee. 


WE pase 


Peter A. Carwardine Brian P. Kohlhammer 
President and CEO Vice President, Finance and CFO 


Calgary, Canada 
May 6, 2002 
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Auditors’ Report 


To the Shareholders of 
VIRTUS ENERGY LTD. 


We have audited the balance sheets of Virtus Energy Ltd. as at December 31, 2001 and 2000 and the 
statements of operations and deficit and cash flows for the years then ended. These financial statements are 
the responsibility of the Company’s management. Our responsibility is to express an opinion on these financial 
* statements based on our audits. 


We conducted our audits in accordance with Canadian generally accepted auditing standards. Those standards 
require that we plan and perform an audit to obtain reasonable assurance whether the financial statements are 
free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts 
and disclosures in the financial statements. An audit also includes assessing the accounting principles used and 
significant estimates made by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial position of the 


Company as at December 31, 2001, and 2000 and the results of its operations and cash flows for the years then 
ended in accordance with Canadian generally accepted accounting principles. 


March 5, 2002 See Bey 427 


Calgary, Alberta CHARTERED ACCOUNTANTS 


VIRTUS ENERGY LTD. 


Balance Sheet 


As at December 31 2001 
Assets 
Current assets 
Cash $ 18,934 
Cash in trust - 
Accounts receivable 336,395 
Other receivables (Note 3) 251,285 
Prepaid expenses 48,515 
655,129 
Other receivables (Note 3) 110,000 
Future income taxes (Note 7) 945,000 
Capital assets (Note 4) 4,953,253 


$ 6,663,382 


Liabilities and Shareholders’ Equity 
Current liabilities 


Accounts payable and accrued liabilities $ 1,072,490 
Bank debt (Note 5) 1,450,000 
2,522,490 

Site restoration and reclamation (Note 6) SOL 7 


Future income taxes (Note 7) - 


Shareholders’ equity 


Share capital (Note 8) AT IST 
Deficit (3,423,242) 
4,084,115 


$ 6,663,382 
Commitments (Note 10) 
Subsequent event (Note 14) 


See accompanying notes to the financial statements. 


On behalf of the Board: 


Leb Vf ee 


Keith E. Macdonald 
Director 


Owen C. Pinnell 
Director 


$ 


2000 


100,179 
372,324 
232,248 


44,290 
749,041 


3,627,427 


363,010 
650,000 
1,013,010 
47,559 
90,000 


4,168,953 
(1,692,095) 


3,627,427 


2,878,386 


2,476,858 
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VIRTUS ENERGY LTD. 


Statement of Operations and Deficit 


For the years ended December 31 2001 2000 
Revenues 
Petroleum and natural gas sales $ 971,842 $ 888,152 
Royalties, net of ARTC (108,855) (93,048) 
Other income 10,978 1,120 
873,965 796,224 
Expenses 
Production 373,414 225.05) 
General and administrative 623,904 290327 
Financing charges 66,677 249,899 
Depletion and depreciation 2,454,549 384,000 
Loss on sale of investments 31,831 - 
Reorganization costs 113,707 - 
Amortization - 19,723 
3,664,082 1,167,004 
Income (loss) before taxes (25790,117) (370,780) 
Taxes (recovery) (Note 7) (1,058,970) (172,000) 
Net income (loss) (1,731,147) (198,780) 
Deficit, beginning of year (1,692,095) (1,493,315) 
Deficit, end of year $ (3,423,242) $ (1,692,095) 
Net income (loss) per share (Note 9) 
Basic $ (0.28) $ (0.16) 
Diluted $ (0.28) $ (0.16) 


See accompanying notes to the financial statements. 
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VIRTUS ENERGY LTD. 


Statement of Cash Flows 


For the years ended December 31 2001 2000 
Operating Activities 
Net income (loss) $. (1,731,147) $ (198,780) 
Items not involving cash 
Depletion and depreciation 2,454,549 384,000 
Taxes (recovery) (1,058,970) (172,000) 
Amortization - 19,723 
Payments of interest on debentures by issuing shares - 207,852 
Writedown of notes receivable - 25,000 
Cash flow from operations (335,568) 205,173 
Change in non-cash working capital items 
Accounts receivable (104,147) 256,477 
Prepaid expenses (4,225) (11,564) 
Accounts payable and accrued liabilities 709,480 (565,378) 
265,540 (54,670) 
Financing Activities 
Issue of common shares 3,644,281 210,000 
Share issue costs (281,907) (67,194) 
Issue of other receivables (361,285) - 
: 3,001,089 142,806 
Investing Activities 
Acquisition of capital assets (4,511,916) (93,249) 
Proceeds from disposition of capital assets ~ 1,075,000 
Site restoration and reclamation (8,282) (355) 
(4,520,198) 981,396 
Increase (decrease) in cash (1,253,569) 1,069,532 
Cash, beginning of year (177,497) (1,247,029) 
Cash, end of year $ (1,431,066) $ (177,497) 
Cash consists of: 
Cash $ 18,934 $ 100,179 
Cash in trust - 372,324 
Bank debt (1,450,000) (650,000) 


$__(1,431,066) $ (177,497) 


Cash flow from operations per share (Note 9) 


Basic $ (0.05) $ 0.22 
Diluted $ (0.05) $ 0.22 


See accompanying notes to the financial statements. 


Nature of Business and Basis of Presentation 


Virtus Energy Ltd. (“the Company”’) operates in the oil and gas industry in Alberta, Saskatchewan and British 
Columbia. The financial statements are stated in Canadian dollars and have been prepared in accordance with 
accounting principles generally accepted in Canada (“Canadian GAAP”). 


'e Significant Accounting Policies 
Capital Assets 


Petroleum Property and Equipment 

The Company follows the full cost method of accounting for petroleum and natural gas properties whereby all 
costs associated with the acquisition of, exploration for and development of petroleum and natural gas reserves 
are capitalized. Such costs include lease acquisition costs, geological and geophysical costs, lease rentals on 
undeveloped properties, costs of drilling both productive and non-productive wells and well equipment costs. 
Proceeds from disposal of properties are normally recorded as a reduction of the cost of the remaining assets 
without recognition of a gain or loss unless the disposal would result in a change of 20% or more in the 


depletion rate. 


The Company applies a ceiling test to capitalized costs to ensure that such costs do not exceed estimated future 
net revenues from production of gross proven reserves at year end market prices less future production, general 
and administrative, financing, site restoration and reclamation, net of salvage values, and income tax costs plus 
the lower of cost or estimated market value of unproven properties. Capitalized costs in excess of estimated 
future net revenues are included in depletion and depreciation expense. 


Depletion of petroleum and natural gas properties is calculated using the unit-of-production method based on 
estimated gross proven petroleum and natural gas reserves. Reserves are converted to common units on the 
approximate equivalent energy basis. 


Furniture and office equipment are recorded at cost. Amortization is provided on the declining balance method 
using annual rates from 20% - 50%, based on the estimated lives of the related assets. 


Site Restoration and Reclamation 

The Company provides for the total future liability for site restoration and reclamation costs on wells and 
facilities using the unit-of-production method over the estimated life of the petroleum and natural gas reserves. 
The liability is based on estimates of the anticipated method and extent of site restoration, using current costs 
and in accordance with existing legislation and industry practice. Current year changes are included in 
depletion and depreciation expense, with the accumulated provision being shown as a liability. Actual site 
restoration costs are deducted from the liability in the year incurred. 


Joint Operations 
A portion of the exploration, development and production activities of the Company are conducted jointly with 
others and, accordingly, these financial statements reflect only the Company’s proportionate interest in such 


activities. 
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1. Significant Accounting Policies (Cont’d.) 


Measurement Uncertainty 

The amounts recorded for depletion and depreciation and impairment of petroleum and natural gas properties 
and equipment and the provision for site restoration and reclamation costs are based on estimates of proven 
petroleum and natural gas reserves, production rates, commodity prices and future costs. The ceiling test is 
based on estimates of proven reserves, production rates, petroleum and natural gas prices, future costs and 
other relevant assumptions. By their nature, these estimates are subject to measurement uncertainty and the 
impact on the financial statements of changes to estimates in future periods could be material. 


Future Income Taxes 

The Company follows the tax liability method of accounting for income taxes. Under this method, future tax 
assets and liabilities are determined based on differences between the carrying value and the tax basis of assets 
and liabilities, and measured using the substantively enacted tax rates and laws expected to be in effect when 
the differences are expected to reverse. The effect on future tax assets and liabilities of a change in tax rates is 
recognized in income in the period in which the change occurs. 


Share Based Compensation Plan 

The Company has a share based compensation plan. No compensation expense is recognized for this plan when 
options are granted to management, employees, directors and key consultants. Any consideration paid by 
management, employees, directors and key consultants on exercise of options is credited to share capital. 


Flow-through Shares 

The resource expenditure deductions for income tax purposes related to exploration and development activities 
funded by flow-through share arrangements are renounced to investors in accordance with tax legislation. The 
provision for future income taxes is increased and share capital is reduced by the renounced tax deductions 
when the expenditures are incurred. 


Per Share Information 

Basic income per share and cash flow from operations per share are computed by dividing income and cash 
flow from operations by the weighted average number of common shares outstanding for the period. Diluted 
per share amounts reflect the potential dilution that could occur if securities or other contracts to issue common 
shares were exercised or converted to common shares. The treasury-stock method is used to determine the 
dilutive effect of stock options and other dilutive instruments. 


74 Change in Accounting Policy 


Effective January 1, 2001, the Company adopted the Canadian Institute of Chartered Accountants’ new 
accounting standard with respect to the calculation and disclosure of per share amounts. Under the new 
standard, the treasury-stock method of calculating per share amounts is used whereby any proceeds from the 
exercise of stock options or other dilutive instruments are assumed to be used to purchase common shares at 
the average market price during the period. The new standard has no effect on basic per share amounts but does 
affect diluted per share amounts. 


In computing diluted per share amounts, nil common shares were added to the weighted average number of 
common shares outstanding for the year ended December 31, 2001 as stock options and share purchase 
warrants were anti-dilutive. 


The new standard has been applied retroactively and prior periods have been restated resulting in no change in 
net loss and cash flow from operations per share for the year ended December 31, 2000 due to the anti-dilutive 
nature of the dilutive instruments. 
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a Other Receivables 


Other receivables represent the balance outstanding of loans to former officers and certain current officers and 
directors to purchase shares of the Company. 


On May 9, 2001, the Company issued promissory notes to former officers of the Company for the purpose of 
exercising stock options in the amount of $165,000. The notes are outstanding for a period of two years, but 
may be repaid earlier, and bear an interest rate prescribed for employee share purchase loans under the Income 
Tax Act (Canada). The common shares received, by the former officers, upon exercising the stock options 
have been pledged as security for the promissory notes and are held pursuant to an escrow agreement. 


Additionally, on September 28, 2001, the Company issued promissory notes to certain current officers and 
directors in the amount of $223,785 to purchase 745,950 common shares at $0.30 per share. The notes are 
outstanding until June 30, 2004, but may be repaid earlier. The common shares purchased by the loans are 
held in trust as security for the promissory notes. Subsequent to year end, the Company collected $223,785 
from current officers and directors resulting in no amounts due to the Company from current officers and 
directors. 


December 31 December 31 
2001 2000 


Former officers $ 137,500 $ - 
Current officers and directors 223,785 - 


361,285 : 
Current portion ZOLIZS> - 


$ 110,000 $ : 


4. Capital Assets 


December 31, 2001 


Accumulated Net Book 

Cost Amortization Value 
Petroleum and natural gas properties $ 7,086,779 S . 3,551,005 $ 3,554,896 
Production equipment 2,455,450 1,095,067 1,360,383 
Furniture and office equipment 100,119 62,145 37,974 
$ 9,642,348 $ 4,689,095 $ 4,953,253 


December 31, 2000 


Accumulated Net Book 
Cost Amortization Value 
Petroleum and natural gas properties $ 3,842,368 So». 1,/d 33508 $ 2,088,485 
Production equipment 1,221,389 442,067 719322 
Furniture and office equipment 66,675 56,096 10,579 
oe 0:432 $ 2,252,046 $ 2,878,386 


4. Capital Assets (Cont’d.) 


The ceiling test, using commodity prices and costs at December 31, 2001 resulted in a write-down of 
$2,000,000 ($1,220,000 after tax). At December 31, 2000 the Company had a ceiling test surplus. 


5s Bank Debt 


December 31 December 31 
2001 2000 
Bank loan $ 1,450,000 $ 650,000 


On October 15, 2001 the bank loan from the Alberta Treasury Branches was repaid in full and the 
Forebearance Agreement, under which the Company had been operating, was terminated. Subsequently the 
Company negotiated a revolving operating loan, with National Bank of Canada, of $1,850,000. The loan bears 
interest at prime plus 1% and is secured by a $7,500,000 debenture with a floating charge over all assets of the 
Company. The loan is shown as a current liability due to its demand nature despite the lender having no 
intention of, currently or in the near foreseeable future, demanding repayment of the loan. 


6. Site Restoration and Reclamation 


As at December 31, 2001, the estimated site restoration and reclamation costs to be accrued over the life of the 
remaining proven reserves are $343,000. During the year, the Company recorded a provision for site 
restoration and reclamation of $17,500 (2000 - $14,000). 


tks Future Income Taxes 


The actual income tax provision differs from the expected amount calculated by applying the Canadian 
combined federal and provincial corporate income tax rate to income before income taxes. The major 
components of these differences are explained as follows: 


2001 2000 
Income (loss) before taxes $ (2,790,117) $ (370,780) 
Corporate income tax rate 41.62% 44.62% 
Expected future income tax recovery $ (1,161,247) $ (165,442) 
Increase (decrease) in future income taxes resulting from: 
Non-deductible crown charges 8,967 17,097 
Tax resource allowance 18,062 (39,065) 
Alberta Royalty Tax Credit (457) 510 
Reduction of corporate tax rate (7,092) - 
Non-deductible expenses 1,206 11,269 
Loss carry forwards 95,582 - 
Other (13,991) 3,631 


$ (1,058,970) $ (172,000) 


We Future Income Taxes (Cont’d.) 


The Corporation has the following deductions and non-capital loss carry forwards at December 31, 2001, 


available for future income tax purposes: 


Canadian exploration expense 
Canadian development expense 
Undepreciated production equipment 
Canadian oil and gas property expense 
Undepreciated office equipment 

Share issue costs 

Attributed Canadian royalty income 


S 


$ 


Amount 


1,241,000 
418,000 
1,870,000 
2,699,000 
154,000 
266,000 
102,000 


6,750,000 


$ 


Maximum 


annual rate of 


claim 


100% 
30% 
25% 
10% 

Various 
20% 


The company has non-capital losses of approximately $638,000 available to reduce future taxable income. 


These losses expire as follows: 


Year 


2002 
2005 
2007 
2008 


The components of the future income tax asset at December 31, 2001 are as follows: 


Future income tax assets 
Capital assets 
Share issue costs 
Site restoration and reclamation 
Non-capital loss carry forwards 
Attributed Canadian royalty income 


8. Share Capital 
a) Authorized 


Unlimited number of 
First preferred shares 
Second preferred shares 
Common voting shares 


Amount 


73,000 
209,000 
41,000 
315,000 


638,000 


Amount 


529,000 
111,000 
24,000 
265,000 
16,000 


945,000 
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8. Share Capital (Cont’d.) 
b) Issued and outstanding 
Preferred shares 


The first and second preferred shares may be issued in one or more series. The directors are authorized to fix 
the number of shares in each series and to determine the designation, rights, privileges, restrictions and 
conditions attached to the shares of each series. There are nil first and second preferred shares issued and 


outstanding. 


Common shares 


Number Amount 
December 31, 1999 13,606,602 1,278,299 
Issue on conversion of debentures 62,750,000 2,711,652 
Share consolidation: 1 for 5 (61,085,282) - 
Private placement of flow-through common shares 2,100,000 210,000 
Share issue costs (net of $30,000 income tax effect) - (37,198) 
December 31, 2000 17,37 4,320 4,168,953 
Exercise of options 1,650,000 165,000 
Private placement of common shares 3,750,000 375,000 
Share consolidation: 1 for 4 (17,078,488) - 
Private placement of common shares 2,946,936 884,081 
Private placement of common shares 2,025,500 810,200 
Private placement of flow-through common shares 2,820,000 1,410,000 
Tax effect of flow-through common shares - (141,300) 
Share issue costs (net of $117,330 income tax effect) - (164,577) 
December 31, 2001 13,485,268 S$) TS07 357 


On October 30, 2000 convertible debentures in the amount of $2,510,000 and unpaid interest in the amount of 
$207,852 were converted into common shares on the basis of 25,000 common shares for every $1,000 of 
principal along with the unpaid interest up to and including October 30, 2000. This resulted in the issue of 
62,750,000 common shares. Immediately following this issue, all of the common shares issued and outstanding 
were consolidated on a one-for-five basis reducing total issued shares by 61,085,282. 


On December 29, 2000 the company issued 2,100,000 (525,000 post consolidation) flow-through common 
shares at a price of $0.10 ($0.40 post consolidation) per share for gross proceeds of $210,000. 


On May 9, 2001 former officers exercised options to purchase 1,650,000 (412,500 post consolidation) common 
shares at $0.10 ($0.40 post consolidation) per share for proceeds of $165,000. 


On June 15, 2001 the Company completed a private placement of 3,750,000 (937,500 post consolidation) 
common shares at $0.10 ($0.40 post consolidation) per share for gross proceeds of $375,000. 


On August 23, 2001 at the Annual General and Special Shareholders meeting the shareholders of the Company 
approved a one-for-four common share consolidation resulting in the reduction of 17,078,488 common shares. 
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8. Share Capital (Cont’d.) 


On September 28, 2001 the Company closed a private placement of 2,946,936 common shares at $0.30 per 
share for gross proceeds of $884,081. 


In the fourth quarter of 2001, the Company issued 2,025,500 common shares at $0.40 per share for gross 
proceeds of $810,200 and 2,820,000 flow-through common shares at $0.50 per share for gross proceeds of 
$1,410,000. 


c) Stock options 


The Company grants stock options to the management, employees, directors and key consultants at the market 
price of the common shares at the time of grant. The options have a vesting period ranging from immediate to 
three years, as approved by the Board, with a term not to exceed five years from the date of grant. At 
December 31, 2001 there were 718,750 (December 31, 2000 — nil) stock options outstanding and 569,000 
common shares of the Company reserved for issuance under the Stock Option Plan. 


Weighted 

Average 
Number Price Range Exercise Price 
December 31, 1999* 48,750 $ 2.00 - 2.40 $ 2.03 
Cancelled (48,750) 2.00 - 2.40 2.03 

December 31, 2000 - - - 
Granted* 1,131,250 0.40 0.40 
Exercised (412,500) 0.40 0.40 
718,750 $ 0.40 $ 0.40 


*Adjusted to reflect share consolidation approved by shareholders of one-for-five in October 2000 and one- 
for-four in August 2001. 


The following table summarizes information about the stock options outstanding at December 31, 2001. 


Number Weighted Average Number 
Exercise Price Outstanding Remaining Term Exercisable 
$0.40 718,750 4.7 years 620,000 


d) Share purchase warrants 


On June 15, 2001 the Company issued 234,375 common share purchase warrants, exercisable at $0.40 per 
warrant, to a director of the Corporation, with an expiry date of June 15, 2002, as incentive to reorganize and 
recapitalize the Company. 


As part of the private placement financing in the fourth quarter of 2001, the Company issued 363,413 common 
share purchase warrants to the agents of the financing. The warrants are exercisable at $0.40 per warrant and 
expire May 23, 2003. 
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8. Share Capital (Cont’d.) 
e) Flow-through shares 


In accordance with the terms of the Company’s flow-through share offering, and pursuant to certain provisions 
of the Income Tax Act (Canada), the Company committed to renounce, for income tax purposes, qualifying 
exploration expenditures of $210,000 in 2000 for the subscribers of its flow-through common shares. In 2001, 
the Company committed to renounce, for income tax purposes, qualifying exploration expenditures of 
$1,410,000 to the subscribers of its flow-through common shares. During the year, the Company incurred 
qualifying exploration expenditures of $210,000 and $129,479 for the respective 2000 and 2001 flow-through 
offerings. 


9 Weighted Average Number of Shares 


The weighted average number of common shares issued and outstanding for the year ended December 31, 2001 
was 6,292,637 (December 31, 2000 — 1,214,688). 


10. Commitments 


The Company is committed under an operating lease for its premises with the following minimum lease 
payments to the expiration of the lease on July 31, 2002. 


Year Amount 


2002 $ 31,500 


1 Cash Flow Information — 


The Company has made the following cash outlays in respect of interest expense. 


2001 2000 
Financing charges on bank debt $ §3:552 $ 89,110 


12: Related Party Transactions 


Officers were paid fees totalling $114,000 in 2001 (2000 - $20,000). During the year no amount (2000 - 
$25,000) of loans to former or current officers and directors for the purchase of common shares of the 
Company were written off. 


13. Financial Instruments 

The Company’s financial instruments included in the balance sheet are comprised of accounts receivable, other 
receivables, accounts payable and accrued liabilities and bank debt. 

Fair values 


The fair values of the Company’s financial instruments other than bank debt approximate their respective 
carrying values due to their short term nature. The Company’s bank debt bears interest at a floating market 
rate and accordingly the fair market value approximates the carrying value. 
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ua. Financial Instruments (Cont’d.) 


Credit risk 


The Company’s accounts receivable are due from a diverse group of customers and as such are subject to 
normal credit risks. 


Interest rate risk 


The Company is also exposed to interest rate risk to the extent that bank debt is at a floating rate of interest. 


14. Subsequent Event 


In March 2002, the Company closed a private placement of 7,500,000 common shares at $0.40 per share for 
gross proceeds of $3,000,000. 
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